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Practical applications
The paper aids sophisticated investors and analysts in understanding the implications of the higher moment characteristics of hedge fund return distributions. This is useful in the application of portfolio construction of fund of hedge funds as well as in determining the appropriate allocation to hedge funds within a traditional portfolio of equities and bonds. The paper also highlights less apparent risks and advantages in particular hedge fund strategies. and Amin and Kat 4 ) that hedge funds are marked by their heterogeneity and unusual statistical properties. This makes the use of conventional methods of portfolio construction subject to question and necessitates the investigation of a more sophisticated approach to inform the construction of appropriate and efficient portfolios. This paper compares and evaluates the results of two related optimisation procedures. First, the classic mean-variance portfolio optimisation of Markowitz 5 and secondly, a recent approach introduced by Davies et al. 6 utilising Polynomial Goal Programming (PGP) to optimise portfolios return distributions for higher moments to include mean, variance, skewness and kurtosis for a given set of investor preferences. This comparison will be presented in the context of both a fund-of-hedge-fund strategy allocation as well as the asset allocation problem of what proportion to allocate to hedge funds in a balanced portfolio.
Notwithstanding the central limit theorem
The remainder of the paper is organised as follows: The second section presents a brief theoretical overview of the relevance of skewness and kurtosis, and performance appraisal measures that take these features into account. The third section provides a review of the prior literature relating to portfolio construction involving hedge funds, both in terms of an asset allocation decision and when constructing a fund-of-hedge-funds portfolio. Thereafter, the data, descriptive statistics and methodology are presented. The analysis is applied to the two problems of (i) fund-of-hedge-fund strategy allocation and (ii) the asset allocation decision with hedge funds. Finally, the eighth section concludes.
